ABSTRACT
INTRODUCTION
raditionally, the tax rate applicable to the dividend income received by taxable investors who own shares of common stock has been greater than the tax rate that applies to capital gains income earned on their stock investments. Consequently, as pointed out by Black (1976) , a tax paying investor who wishes to "maximize his after-tax expected return" should generally "prefer smaller dividends, or no dividends at all." However, on May 28, 2003 when the Jobs and Growth Reconciliation Act of 2003 was signed into law, the traditional tax disadvantage of dividend income was eliminated. Under the Act, the maximum tax rate on dividend income was reduced from 38.6% to 15%. Additionally, the top tax rate on capital gains income was also reduced from 20% to 15%. With the elimination of the dividend tax disadvantage, the expected after-tax return on reinvested dividend income increases, making dividend income more valuable for taxable investors. Assuming that the majority a firm's stockholders are not tax-exempt, shareholder wealth maximizing managers should respond to the enhanced value of dividend income by reducing the amount of earnings invested within the firm and increasing the amount of dividends paid to shareholders.
Nevertheless, managers have personal financial incentives not to do so. For example, several empirical studies have shown that managerial compensation is strongly positively correlated with firm size (see Agrawal and Knoeber (1998) and Core, Holthausen, and Larcker (1999) ). Greater firm size may also allow managers to consume more perks, diversify their personal investment portfolios, and/or enhance their professional status (see Jensen and Meckling (1976) , Amihud and Lev(1981) , and Fama and Jensen (1983) ). Consequently, managers may prefer not to increase the firm's dividend payment so that firm size and their compensation, perks, etc. can be maximized. A survey of financial executives conducted by Brav, Graham, Harvey, and Michaely (2004) shortly after the passage of the Act lends support to this possibility. Brav, et al. found that only 30% of the financial executives of companies currently paying dividends probably or definitely would increase dividend payments as a result of the dividend tax reduction. 1 Additionally, only 13% of financial executives of firms that currently do not pay a dividend said the dividend tax reduction would lead them to initiate dividend payments. These survey results suggest the managers of most firms will not respond to the dividend tax reduction by increasing their firm's dividend payments. This tepid response by financial executives to the dividend tax reduction occurred even though many financial executives realize shareholders value dividends. For example, Brav et al. found that 44.5% of financial executives think that paying dividends is an important or very important factor in attracting retail investors. An even higher percentage (52.5%) think that paying dividends is an important or very important factor in attracting institutional investors.
The main focus of this study is to ascertain to what extent firms increased their dividend payments in response to the dividend tax reduction. In an empirical analysis of firm dividend payments after the dividend tax reduction took effect, it was found that there was a statistically significant increase in the number of firms raising their dividends. For example, in the third quarter of 2003, 4.6% more firms increased their dividends than did so in the third quarter in 2002. Similarly, 4.9% more firms increased their dividend payments in the fourth quarter of 2003 than did so in the fourth quarter of 2002. A logit regression analysis of dividend changes showed that most of the change in the number of dividend increases was caused by the dividend tax reduction and not other factors such as earnings, earnings stability, investment opportunities or firm size. The logit regression analysis also indicated that the dividend tax reduction increased by 3.7% (4.2%) the probability that the average sample firm would increase its dividend payment in the third (fourth) quarter of 2003. This relatively weak response to the dividend tax reduction could indicate that, in this instance, managers and directors did not vigorously pursue the interests of their firm's shareholders. It was also found that the greater a firm's blockholder share ownership the less likely the firm was to increase its dividend payment following the dividend tax reduction. CEO and other officer and director share ownership were found to be unrelated to the probability that a firm would increase its dividend payment.
The rest of the paper is organized as follows. Section I contains a discussion of the sample selection procedures used in this study and a discussion of the characteristics of the sample firms. In Section II, the empirical analyses used in this study are presented and their results interpreted. Section III contains a summary of the findings reported in this paper.
DATA
The base sample for this study are the firms contained in the S&P 500 and S&P MidCap 400 indices as listed in the 4-30-04 version of COMPUSTAT. From this group of firms, only companies listed on the NYSE or AMEX stock exchanges and whose fiscal year ends in December are included in the final sample. Benartzi, Michaely and Thaler (1997) have shown that firms are more likely to increase their dividends in the first and fourth quarters of their fiscal years, therefore, including firms with different fiscal years in the sample is likely to confound the effect of the dividend tax change. Firms in the financial services and utilities industries and that did not have data for their 2003 fiscal year available on COMPUSTAT were also eliminated from the sample. The final sample contains 348 firms. All accounting and financial data used in this study came from COMPUSTAT and all share ownership and leadership structure data came from proxy statements obtained from the SEC's EDGAR data base. The most recent proxy statement issued prior to July 1, 2003 was used to obtain the requisite share ownership and leadership structure data (except for 2 proxies from August 2003). The primary focus of this study will be on dividend changes that occurred in the third and fourth quarters of 2003, the first full quarters in which dividend payments could have been affected by the dividend tax reduction. Because the change in dividend taxation became law on May 28, 2003 it is possible that some firms, either after the tax change was signed or in anticipation that it would be, increased their dividends prior to July 1, 2003 . To the extent that this occurred, the findings in this study will understate the effect of the dividend tax change on firm dividend payments.
Summary statistics for selected variables for the full sample of firms are presented in Table I . The sample firm's median total assets (Assets) and market value of common equity (MV Eq) are $3.709 billion and $3.177 billion, respectively. They also have a median total debt to total assets ratio (Debt) of .284. From 1993 to 2002, sales of the sample firms increased by a median 65.6% (Sales Growth). The sample firms were generally profitable, with a median annual earnings before extraordinary items per share (EPS) of $1.33 in 2002. The median standard deviation of annual EPS from 1993 to 2002 was .791. The CEOs (chief executive officers) of the sample firms owned a median .82% of their firm's common stock while all other officers and directors owned a median 1.83% of their firm's shares. The sample firms had a median of 2.0 blockholders per firm (# Blockholders) and median total blockholder share ownership (Blockholders) was 21.1%. Blockholders are shareholders who own 5% or more of firm's common stock. Additionally, 20.6% of the sample firms had a dual leadership structure (Dual LS). A dual leadership structure occurs when different people hold the CEO and Chairman of the Board positions in a firm.
EMPIRICAL ANALYSIS
In Table II , the quarterly dividend increases that occurred from the first quarter of 2001 through the fourth quarter of 2003 are analyzed. 2 The seasonal pattern of dividend increases noted by Benartzi, Michaely and Thaler is also apparent for the sample firms used in this study. There were 124 dividend increases by the sample firms in the first quarter and 92 dividend increases in the fourth quarter of the sample years (see Panel B of Table II ). Each of these numbers is larger than the number of dividend increases in the second or third quarters of the sample years. In the last two columns of Panel A in Table II there is also some weak evidence that the magnitude of the dividend increases also changed following the dividend tax reduction. The median dividend increase in the fourth quarter of 2003 ($.04) was almost twice as great as the median dividend increase in the fourth quarter of 2002($.023). Similarly, the median dividend increase in the third quarter of 2003 ($.02) was twice as large as the median dividend increase in the third quarter of 2002 ($.01). The same pattern holds for the mean dividend increases but is less pronounced. None of the differences in median or mean dividend increases is statistically significant.
In Table III Table III confirm those presented in Table II and indicate that the dividend tax reduction did cause some firms to increase their dividend payments.
Executive surveys and previous empirical studies have found a number of other factors that affect firm dividend payments and, therefore, could be driving the above results. One alternate explanation for the observed dividend increases is that the firms are increasing their dividend payments in response to an increase in earnings. Lintner found that "net earnings were the predominate element which determined current changes in dividends. As an additional test, the sample firms were divided into two subgroups, firms that increased their dividends in the third or fourth quarters of 2003 (79 firms) and those that did not (269 firms). 4 The mean EPS and ROE was calculated for each subgroup of firms (see panel B of Table IV Lintner and Brav, et al. also found that the stability and sustainability of earnings were also important determinants of firm dividend changes. For example, Lintner observes that "most managers sought to avoid making changes in their dividend rates that might have to be reversed." Brav, et al. also noted the "extreme reluctance on the part of management to cut dividends" as evidenced by the 93.8% of financial executives surveyed who strongly agreed or agreed that they try to avoid reducing dividends. They also found that 71.9% of financial executives of dividend paying companies considered stability of future earnings a very important or important factor affecting a firm's dividend decision. Additionally, 67.1% of those financial executives considered a sustainable change in earnings a very important or important factor affecting a firm's dividend decision. The standard deviation of EPS ( of EPS) from 1993 to 2002 was used to measure the earnings stability of the sample firms. Consistent with Lintner and Brav, et al., the dividend increase firms had a mean standard deviation of EPS of 1.03 versus 1.26 for the no dividend increase firms. These results suggest that earnings stability may have been a factor in the sample firms' dividend decisions. Another factor that has been shown to affect a firm's dividend decision is firm size (see Fama and French (2001) ). It is generally believed that larger firms have better access to credit markets than smaller firms and, therefore, are better able to cover with additional borrowings any earnings shortfall that would endanger their ability to maintain their current dividend payment. Consequently, larger firms, everything else the same, might be more willing to increase their dividend payments than smaller firms. When size is measured by total assets (Assets), the dividend increase firms are seen to be slightly larger that the no dividend increase firms. With the former group having mean total assets of $14.8 billion as compared to $13.9 billion for the no dividend increase firms (Panel A of Table IV ). If size is measured by the market value of the firm's common equity (MV Eq), the dividend increase firms are seen to be considerably larger than the no dividend increase firms (mean MV Eq of $15.2 billion versus $10.5 billion).
The investment opportunities available to a firm has also been shown to affect a firm's dividend decision (see Fama and French (2001) ). Survey results from Brav, et al. support this finding as 47.6% of financial executives surveyed said the availability of good investment opportunities was a very important or important factor affecting their firm's dividend decision. Two proxies for investment opportunities are used, the first is a firm's growth rate in sales from 1993 to 2002 (Sales Growth). Consistent with Fama and French and Brav et al., the 75.6% growth rate in sales for the dividend increase firms is less than the 86.9% rate for the no dividend increase firms. If growth opportunities are measured by a firm's market to book value of equity (Mkt to Book), the dividend increase firms seem to actually have more investment opportunities than the no dividend increase firms. The mean market to book ratio for the dividend increase firms is 3.04 as compared to 1.83 for the no dividend increase firms.
Logit Regression
A logit regression analysis is employed to ascertain if the above factors are causing the previously discussed dividend increases in the third and fourth quarters of 2003. In each of the regressions, the dependent variable takes on a value of one if a firm increased its dividend during the specified quarter and zero otherwise. The results of these regressions are contained in Table V . A number of control variables are used in these regressions. The natural log of the market value of the firms common equity (LMV Eq) is used as the proxy for firm size. Earnings per share of the firm for the year in which a quarterly dividend change is calculated (EPS 0 ) and earnings per share in the previous year (EPS -1 ) are employed to account for the effect of firm earnings on the firm's dividend changes. The standard deviation of EPS from 1993 to 2002 ( of EPS) is used to measure earnings stability and growth rate in sales over the same time period (Sales Growth) is included to account for firm investment opportunities. Industry effects in the sample data are accounted for by using a dummy variable for each of the seven industries which contain the largest number of sample firms. Industries are grouped by three digit SIC codes. The main variable of interest is a dummy variable (Tax Chg) that takes on a value of one if the dividend change is for the third or fourth quarter of 2003 and zero otherwise. If the coefficient on this variable is positive, that implies that the change in dividend taxation caused an increase in the probability that the sample firms would increase their dividend payments in the specified quarter.
In the first regression in Table V, In each of the three regressions, the coefficient on LMV Eq is positive and is statistically significant at the 1% level in two of the regressions. This indicates that the larger the firm, the more likely the firm was to increase its dividend payment. The coefficients on EPS 0 were positive in each regression and every coefficient was significant at the 10% level or better. These findings are consistent with the results of previous empirical studies and surveys that have found that current year earnings are highly positively correlated with dividend changes. However, the coefficients on the previous year's earnings (EPS -1 ) have inconsistent signs and are never statistically significant. The coefficients on  of EPS are negative and significant at the 5% level or better in each regression. This implies that the more unstable a firm's earnings are the lower the probability the firm will increase its dividend payment. These findings confirm the survey results of Lintner and Brav, et al. that showed that earnings stability is an important determinant of a firm's willingness to increase its dividend.
The coefficient on Sales Growth is negative in all three regressions and significant at the 1% and 10% levels in two of the regressions. Consistent with the survey results from Brav, et al., this suggests that the more investment opportunities a firm has the less likely they are to increase their dividends. Lastly, the coefficient on Tax Chg is positive in all three regressions and significant at the 10% level or better in each regression. This confirms our previous results and indicates that after controlling for the other factors mentioned previously, the dividend tax rate change did increase the probability that a firm would increase its dividend payment in the third and fourth quarters of 2003. Based on the coefficients from the first regression in Table V , the dividend tax reduction increased by 4.2% the probability that the average firm in the sample would increase its dividend payment in the fourth quarter of 2003. Further, the coefficients from the second regression indicate that the dividend tax reduction increased by 3.7% the probability that the average sample firm would increase its dividend payment in the third quarter of 2003.
Ownership And Leadership Structure
The above results indicate that while some firms responded to the dividend tax reduction by increasing their dividend payments, many did not. Next, it will be ascertained if a firm's ownership and leadership structure affected the firm's dividend payment decision. One of the principle tenets of agency theory is that significant share ownership by certain groups and individuals gives them the financial incentive to act in the best interest of the other shareholders of the firm. Among the individuals and groups believed to motivated by share ownership in the firm are the CEO, other officers and directors, and blockholders (see Fama (1980) , Fama and Jensen (1983) , and Schliefer and Vishny (1996)). However, with respect to the dividend tax reduction, the interests of tax-exempt blockholders like mutual funds and pension funds may be different from the interests of the taxable investors in those institutions. Since these institutional blockholders are tax-exempt, they do not directly benefit from the dividend tax reduction but would incur additional brokerage fees and other costs if they had to reinvest the increased dividends paid by the companies whose shares they own. As a consequence, they might prefer to avoid those costs by seeking to have the firms they invest in not increase their dividend payments. Additionally, a dual leadership structure has also been suggested as a way to control the agency problems faced by many firms (see Rechner and Dalton (1991) ). A dual leadership structure occurs when different people hold the CEO and Chairman of the Board positions. Separating the two positions is believed to make it harder for one person to take actions that are not in the best interest of the firm's shareholders. In this context, this implies that a dual leadership structure should be associated with a greater likelihood that a firm will increase its dividend payment after the dividend tax reduction.
In Panel A of Table VI the means of several ownership and leadership structure variables are presented for firms that increased their dividends in the third or fourth quarters of 2003 and for those that did not. Contrary to agency theory predictions, firms that increased their dividends had lower share ownership by their CEOs and other officers and directors (Oth O&D) than firms that did not. However, none of those differences in share ownership was statistically significant. Firms that increased their dividends also had a smaller number of blockholders (# Blockholders) and lower blockholder share ownership (Blockholders) than firms that did not. The difference in blockholder share ownership is significant at the 5% level (z value = 2.28). The latter result suggests that blockholders generally did not want firms to increase their dividend payments following the dividend tax reduction. Lastly, 16.7% of firms that increased their dividend payments had a dual leadership structure while 21.8% of firms that did not increase their dividends had a dual leadership structure. The 5.1% difference is not statistically significant.
As a further test, the ownership and leadership structure variables are used as independent variables in a logit regression analysis. The results of this analysis are contained in Panel B of Table VI. The dependent variable in the regression takes a value of one if the firm increased its dividend in either the third or fourth quarter of 2003 and zero otherwise. Consistent with the above results, the coefficient on blockholders' share ownership (Block) is negative and significant at the 10% level. This result confirms that the greater the share ownership by blockholders the less likely the firm was to increase its dividend payment after the dividend tax reduction. One possible explanation of this result is that most blockholders are tax-exempt institutional investors that did not wish to incur the additional costs associated with investing the extra dividend income. None of the coefficients on the other ownership and leadership structure variables are statistically significant.
Robustness
In the logit regression analysis used in this study, several additional variables were tried as control variables (not shown). These include using total assets as a size proxy in place of the market value of equity and employing ROE instead of EPS as the firm earnings measure. The market to book value of common equity and the change in net property, plant, and equipment were also used as the investment opportunities proxy in place of the growth rate in sales. The total debt to total assets ratio was also tried as a proxy for the fixed financial obligations of the firm. In each case, the alternate/additional variables employed either lacked explanatory power or did not materially affect the results previously presented.
CONCLUSION
With the passage of the Jobs and Growth Reconciliation Act of 2003, the maximum tax rate on dividend income was lowered from 38.6% to 15%. This eliminated the traditional tax disadvantage that dividend income had relative to capital gains income. Theoretically, this should have led a significant number of firms to increase their dividend payments. However, in response to a survey by Brav, Graham, Harvey, and Michaely (2004) shortly after the passage of the Act, only 30% of the financial executives of companies currently paying dividends said they probably or definitely would increase dividends as a result of the dividend tax reduction. In an empirical analysis of firm dividend payments after the dividend tax reduction took effect, it was found that there was a statistically significant increase in the number of firms raising their dividends. For example, in the third quarter of 2003, 4.6% more firms increased their dividends than did so in the third quarter in 2002. Similarly, 4.9% more firms increased their dividend payments in the fourth quarter of 2003 than did so in the fourth quarter of 2002. A logit regression analysis of dividend changes showed that most of the change in the number of dividend increases was caused by the dividend tax reduction and not other factors such as earnings, earnings stability, investment opportunities or firm size. The logit regression analysis also indicated that the dividend tax reduction increased by 3.7% (4.2%) the probability that the average sample firm would increase its dividend payment in the third (fourth) quarter of 2003. This relatively weak response to the dividend tax reduction could indicate that, in this instance, managers and directors did not vigorously pursue the interests of their firm's shareholders. It was also found that the greater a firm's blockholder share ownership the less likely the firm was to increase its dividend payment following the dividend tax reduction. CEO and other officer and director share ownership were found to be unrelated to the probability that a firm would increase its dividend payment. 
Table I Summary Statistics for Selected Variables for 2002
Assets is the total assets of the company and MV Eq is the market value of the firm's common equity. Debt is the total debt to total assets ratio and Sales Growth is the growth in firm sales from 1993 through 2002. Mkt to Book is the market value of the firm's common equity divided by the book value of common equity. EPS is earnings before extraordinary items per share and ROE is earnings before extraordinary items divided by the book value of common equity.  of EPS is the standard deviation of EPS from 1993 to 2002. CEO, Oth O&D, and Blockholders are the percentage of the firm's common stock owned by the chief executive officer, other officers and directors, and blockholders, respectively. # Blockholders is the number of blockholders who own stock in the firm and Dual LS is the percentage of firms with a dual leadership structure. 1. Rounding may cause this column not to sum. a = significant at the 10% level. b = significant at the 5% level. c = significant at the 1% level.
Table IV

Comparison of Dividend Increasing and Non-Increasing Firms in 2002
Assets is the total assets of the company and MV Eq is the market value of the firm's common equity. Debt is the total debt to total assets ratio and Sales Growth is the growth in firm sales from 1993 through 2002. Mkt to Book is the market value of the firm's common equity divided by the book value of common equity. EPS is earnings before extraordinary items per share and ROE is earnings before extraordinary items divided by the book value of common equity. 
Logit Regression Analysis of Dividend Increases
The dependent variable is a dummy variable that takes on a value of one if a firm increased its dividend in the indicated quarter and zero otherwise. LMV Eq is the natural log of the market value of the firm's common equity. EPS is earnings before extraordinary items per share and  of EPS is the standard deviation of EPS from 1993 to 2002. Sales Growth is the growth in firm sales from 1993 through 2002. Tax Chg is a dummy variable that takes on a value of one in the third or fourth quarter of 2003 and zero otherwise. Industry represents dummy variables for the seven three digit SIC code industries with the largest number of sample firms. P values are in parenthesis under the coefficients. CEO, Oth O&D, and Blockholders are the percentage of the firm's common stock owned by the chief executive officer, other officers and directors, and blockholders, respectively. # Blockholders is the number of blockholders who own stock in the firm and Dual LS is the percentage of firms with a dual leadership structure.
Q4
The dependent variable in the logit regression is a dummy variable that takes on a value of one if a firm increased its dividend in the third or fourth quarter of 2003 and zero otherwise. LMV Eq is the natural log of the market value of the firm's common equity. (.000) a = significant at the 10% level. b = significant at the 5% level. c = significant at the 1% level.
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